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This study is to examine the impacts of the U.S. financial crisis (2008) on a few financial markets 
in Asia and Europe in the framework of vector auto-regressive model. This study uses daily 
returns of the stock market indexes during January 2005-February 2010. Some important findings 
are: 1) the U.S. market became more integrated with Asian markets during the crisis but less 
integrated with European markets; 2) the U.S. influence remained strong in both Asia and Europe 
during the U.S. crisis; 3) the speed of adjustments increased in some markets but decreased in 
other markets; and 4) there were observed strong spillover effects from the U.S. to other markets 
during the crisis. The overall results suggest that there still exist much diversification benefits to 
be exploited in European markets but not much in Asian market. 
 





n recent years, financial markets around the world became more integrated as more countries 
implemented significant reforms to foster their capital market development by liberalizing financial 
markets, privatizing various programs, and establishing regulatory and supervisory frameworks. Financial 
openness, in general, could promote development of domestic financial sector and enhance efficiencies for domestic 
firms by exposing them to competition from foreign entrants. The benefits of financial integration lie in more 
efficient way of sharing international risk. Schmukler, Gozzi, and Torre (2007) note that reforms tend to be followed 
by significant increases in domestic market capitalization, trading, and capital raising, and by an increase in the 
share of activity in international equity markets (leading to potentially negative spillover impacts on domestic 
markets). Precious studies show that the inter-market relationships have been greatly affected by various factors 
such as growing international trade, cross-border investments, and harmonized monetary policies across nations (e.g. 
Roca et al. 1998, Yang et al. 2003, and Worthington et al. 2003).  In integrated financial markets, it has been long 
debated how one financial crisis originated in one market affects the performance of other markets.  
 
 The recent US financial crisis (2008) has spread fast to other countries in integrated global financial 
markets, which had significant impacts on the operations of many multinational corporations and the lives of 
numerous individuals around the world. The financial events of this nature could have changed the financial market 
fundamentals and the relationships between financial markets with different degrees of openness. This study is 1) to 
examine the impacts of the U.S. financial crisis (2008) on stock markets in Asia and Europe; 2) to examine the 
speed of adjustments to the shock(s) caused by the U.S. crisis; and 3) to examine the spillover effects thereof. Some 
of major findings are: 1) Asian markets became more integrated the US market but European markets became less 
integrated with the US market during the U.S. crisis; 2) the U.S. influence remained strong in both Asian and 
European markets during the crisis; and 3) the speed of adjustment has not changed greatly in Asian and European 
markets. The speed of adjustment increased in some markets (i.e., Japan, Singapore, and Germany) but decreased in 
other markets (i.e., Hong Kong, UK, and France). 
 
 This study proceeds as follow. Section II provides literature review. Section III discusses data and 
empirical results.  A Summary and Conclusion follow in Section IV. 
 
I 
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II. LITERATURE REVIEW 
 
 A group of studies examined the financial market integration around the Asian economic crisis. Montiel 
(1993) showed high capital mobility between Asian markets (i.e., Korea, Malaysia, the Philippines, Singapore, 
Thailand), which supports higher integration among these markets. Palac-McMiken (1997) reported that most 
markets are strongly linked with the Thailand market during 1987-1995. Another group examined the impacts of 
major economic events on the path of financial integration. Gosh et al. (1999) found three different types of stock 
markets with distinctive features during the Asian crisis: the first group (e.g., Hong Kong, Korea, and Malaysia) was 
significantly influenced by the U.S. stock market; the second group (e.g., Indonesia, Philippines, and Singapore) was 
by the Japanese stock market; and the third group (i.e., Thailand and Taiwan) was not affected by any other markets. 
Worthington et al. (2003) reported that the relationships between developed and emerging stock markets have 
become weaker after the Asian crisis. Yang et al. (2003) noted that both long-run cointegration and short-term 
causal linkages between stock markets became stronger during the Asian crisis; and the US market significantly 
affected the Asian markets. Fooladi and Rumsey (2006) reported that despite increased integration during January 
1988-June 2000, diversification benefits (measured in U.S. dollars) persist, and the increased co-movements 
between stock markets (in local currencies) had been counterbalanced by higher volatility in the exchange rate 
changes. Forbes and Rigobon (2002) found strong co-movements between stock markets after the Mexican peso 
crisis (1994), the Black Monday (1997), and the Asian economic crisis (1997).  
 
 The other group of studies examined the impacts of the NAFTA implementation. Kanas (2000) examined 
interdependencies between stock markets and exchange rates for six industrialized countries (i.e., U.S., UK, Japan, 
Germany, France, and Canada) and provided strong evidences of volatility spillovers from stock markets to 
exchange rates but not strong spillover effects from exchange markets to stock markets. This finding is consistent 
with the notion that international financial markets have become increasingly integrated.  Darrat and Zhong (2005) 
reported that Asian stock markets have long-run relationships before the NAFTA, but not after its implementation.  
 
III. DATA AND EMPIRICAL RESULTS 
 
 This study uses daily stock returns of 6 (3 Asian and 3 European) market indexes during January 2005 - 
February 2010. To better account for the impacts of the U.S. crisis, the period is divided into 2 sub-periods:  
2005.1~2007.8 (before the crisis), and 2007.9~2010.2 (during the crisis).  
 
 The first step in empirical tests is to examine the stationarity of market indexes (i.e., unit root test) by using 
the Augmented Dickey-Fuller (Dickey and Fuller (1979), Granger (1988)) model. The results (not reported here) 
show that each index contains a unit root. Thus, the return series are used in empirical tests below. 
 
 The descriptive statistics of daily returns (annualized) before and during the U.S. financial crisis are 
presented in Table 1. The mean return during the crisis is much lower than that before the crisis. The two means are 
significantly different at the 5% level. Before the U.S. crisis, the average U.S. return is 11.6%. In Asia, Hong Kong 
posted the highest average return of 29.1%, followed by Singapore (27.6%) and Japan (21.1%). In Europe, Germany 
posted the highest return of 31.4%, followed by France (21.0%) and UK (14.3%). The average return of Asian 
markets is 25.9%, which is higher than 22.2% for European markets and 11.6% for the US market. In measuring 
absolute riskiness, Asian markets have higher standard deviations (SD) of 347.6% (average) than 307.4% for 
European markets. That is, Asian markets had been more volatile than European markets. 
 
 During the U.S. crisis, Hong Kong had a small gain of 4%, followed by Singapore (3.8%) and Japan (-
13.8%). In Europe, UK posted a smaller gain of 1.5%, followed by Germany (-3.9%) and France (-10.2%). The 
average SD for Asian markets is 750%, which is higher than 673% SD for European markets. The Coefficient of 
Variations (CoV), as the relative risk measurement, increased as much as 702% (from 13.77 to 110.5) in Asian 
market and 303% (from 14.97 to 60.33) in European markets. In contrast, the CoV for the U.S. decreased by 30.9% 
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 The second step is to examine correlation coefficients (CCs). Table 2 provides the CCs before and during 
the U.S. crisis. The average CC between the US and Asian markets increased from 0.0884 before the crisis (Table 
2.A) to 0.2437 during the crisis (Table 2.B). The average CC between the US and European markets decreased from 
0.1128 to -0.0566. During the crisis, the CCs between Asian markets increased but those between European markets 
greatly decreased. Interestingly, the CCs between the US and UK and France became negative, suggesting the 
existence of more diversification benefits between these markets.  In sum, the decreased CCs during the crisis 
suggest more benefits of portfolio diversification to be exploited in European markets.    
 
 




Table 2.B Correlation Coefficients after the US Crisis 
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 The third step is to examine the impacts of the U.S. crisis on other markets, using the GARCH (generalized 
autoregressive conditional heteroskedasticity) model (Bollerslev1986), in the framework of vector auto-regressive 
(VAR) model. Since the GARCH model (Engle 1982) considers the variances of the current and previous error 
terms, it is good for financial time series with time-varying volatility clustering to identify how financial event(s) 
affects equity returns. To this end, the following GARCH model (Engle 2001) is used: 
 
rit = ɑ + βiu*rut  +  ɛ it (1) 
 






where rit is an individual (“i
th country”) market return at t; rut is the US-market return; ɛt is an error term for 
“unexpected and idiosyncratic shock”; t
2 
is conditional variance; ɛ2t-1 refers to the ARCH effect; and σ
2
t-1 refers to 
the GARCH effect.  
 
  The mean equation, Model (1), is a function of exogenous variables (i.e., U.S. crisis factor) with an error 
term: An individual market return is affected by the U.S. financial crisis and an unexpected contemporary shock 
(i.e., error term, ɛt).  The coefficient βi,U refers to the U.S. market influence. The conditional variance (t
2
) 
equation, Model (2), reflects the ARCH effects of innovations (i.e., ɛ2) and the possibility of volatility spillover 
effect (i.e., GARCH error (t
2
)). This model suggests that the conditional variance (t
2
) is determined by three 
factors, the mean (o), the ARCH term (ɛ
2
t-1) (i.e., news-related volatility from the previous period), and the 
GARCH term (2t-1) (i.e., previous period’s forecast variance).  
 
  In dealing with time series data, this study uses a GARCH (p, q) (p being the order of GARCH term; q 
being the order of ARCH term) to examine the effects of ARCH and GARCH errors. In selecting the optimal 
numbers of lags (p, q), the Ljung-Box statistics are used to minimize the AIC statistics until their values are less than 
the critical value (e.g., 5% significant).  Empirical results suggest the GARCH (1,1) with the presence of a first order 
GARCH term and a first order ARCH term.   
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  Table 3 presents empirical results of a GARCH (1, 1) model. Before the crisis, the U.S. market has 
significant impacts on three (Hong Kong, UK and France) markets. After the crisis, however, the U.S. market has 
more significant impacts on all 6 markets. The significance of individual indexes suggests that the U.S. market 
played a significant role in these markets, suggesting that the U.S. market had been a dominant force during the 
crisis. The significance of ARCH and GARCH terms for all markets supports the argument of strong volatility 
spillover effects across financial markets mostly from the U.S. market to the other markets. Furthermore, the 
significance of GARCH terms supports the financial contagion effects during the crisis.  
 
 The results from the correlation analyses suggest that the U.S. market became more integrated with Asian 
markets but less with European markets. The results from the GARCH analyses show that the U.S. influence 
remained strong and became much stronger in all markets of Asia and Europe during the crisis. And the speed of 
adjustments increased in three markets (i.e., Japan, Singapore, and Germany) while decreased in other markets (i.e., 
Hong Kong, UK, France).  During the crisis, strong spillover effects were observed from the U.S. to other markets.  
 
IV.  SUMMARY AND CONCLUSION 
 
This study examined the impacts of the US financial crisis on financial markets in Asia and Europe. Some 
important findings are: 1) the US market became more integrated with Asian markets during the US crisis but less 
with European markets; 2) the US influence remained strong in both Asia and Europe during the crisis; 3) the speed 
of adjustments increased in some markets but decreased in other markets; and 4) there were observed strong 
spillover effects from the U.S. to other markets during the crisis. The overall results suggest that there still exist 
much diversification benefits to be exploited in, especially, European markets. It is suggested that future studies 
examine both developed and developing financial markets with other major economic/financial events (e.g., Asian 
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